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Research Paper - FINANCE 



Does Causuality ExistBetween FDI And 
Economic Growth? A Study In India 


*Aditya Prasad Sahoo 


*PhD Research Scholar, Institution - KIIT University 


In this paper to find out the link between FDI and economic growth an analysis is made by inculcating data 
from 1990 to 2017. All the available research papers explain the direct positive relationship between these 
two factors. But there is limited information available on causality between these two variables. No doubt 
economic growth indudes FDI and FDI also put direct impact on the economy. However it is necessary to know 
what kind of relationship exists between FDI and economic growth. This current analysis is based on the 
economic perspecti ve of FDI in India. There is a lõng term relationship exists between these two variables 
as per Co-integration. But in this paper Granger causality test has been taken in to account to check the 
causality between FDI and economic growth. The findings from the study re veal that the more is the inflow 
of FDI, higher is the economic growth. 

Keywords: Foreign Direct Investment, Exports, Imports, Stationary, Co-integration, Casualty 


1. Introduction 

After the economic crises of 1990-91, India was needed 
a policy transformation to cover the economic crisis. So 
as to meet the competitive economic forces several 
changes were taken place in Indian economy in the year 
1991. The main step which had taken by the government 
is by opening up the Indian economy by cutting existing 
regulations thereby creating the opportunity for foreign 
investors. This wasmultiply the foreign inflow to India 
and now is putting its mark towards economic 
empowerment and growth. The economic reforms in 
India have been instrumental in breaking the Hindu rate 
of growth of 2.5 - 3.5 percent and moving towards more 
secular and faster economic growth. Capital formation 
has been a major challenge of growth. There were 
limitations in domestic sector to raise the saving rate 
that leads to the increase in the Capital formation. As a 
matter of practice, saving investment gap was filled 
throw borrowings from abroad that result from it into a 
higher fiscal deficit. New industrial policy, announced 
on 24th July 1991 throw liberalization of foreign 
investment allowing more than 5 0 percent equity sharing 
by foreign individuals/companies/Institutions. It 
resulted in the higher inflow of foreign Capital either in 
the form of FDI or portfolio investment. Increase in FDI 
inflow has been one of the major achievements during 
the post-reforms period. However, its benefits have not 
been inter-state and intra-state variations evenly spread 
across the entire economy, and there are large. 


The trend of FDI inflow as projected by the semi log- 
linear model shows a steady increase 
in FDI inflow in the coming years. This inflow if used 
judiciously and is supported by infrastructural 
development can have the way for fast economic growth 
in the country. Thus, it can be concluded that although 
attracting FDI can be an important factor for 
development, however, it is not an end in itself. The right 
strategy is to create a favorable environment throughout 
the countryfor equitableFDI inflow and simultaneously 
develop sound domestic macroeconomic and structural 
policies. 

2. Research Methodology 

The study is relied up on secondary sources obtained 
from the MCI (Ministry of Commerce and Industry), 
GOI (Government of India), RBI, Economic Surveys of 
various years published by Ministry of Finance. Data 
have also been collected from UNCTAD, World Bank, 
United Nations. It is an Econometrics analysis based on 
Continues Growth Model (Semi-log model). Unit Root 
test and Causality analysis have been used through bi- 
variant analysis. Other statistical tools have also been 
used as and where required. 

3. The Pattern of FDI during Pre and Post Economic 

Reforms 

A. Pre Reform Era 

The process of planned economic development in India 
started with the launching of First Five Year Plan on 1 st 
April 1951. Although the foreign Capital was regarded 
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as an effectiveingredient of growth, thepolicy regarding 
FDI was rather selective. During the 1 st Five Year Plan, 
a free flow of foreign Capital was welcome because it was 
a necessity to ensure the supply of Capital goods and 
technical knowhow (First Five Year Plan, GOI). Policy 
toward foreign in vestment made a U-turn during Third 
and Fourth Five year plan given severe constraints on 
foreign exchange reserves. By mid- 1980s, the country 
started opening its economy by inviting foreign 
investments and liberalizing its traderegime. Apart from 
giving direct incentives to the foreign investors, 
monetary and fiscal support was also provided to 
achieve given targets of foreign direct in vestment. One 
form of such support was the creation of a tax structure 
conducive to direct and portfolio investments. Progress 
toward foreign direct in vestment in India was rather 
sluggishduringl948-49to 1989-90. 

B. Post Reform Era 

India’s post reform period indude free 
regulations and positive economic vibrations. The 
average growth rate was approximately 6% in the periods 
from 1990 to2002. Even East Asian Crisis couldnot able 
to break down the economic stability of India. The 
annual FDI inflow to India is presented in Table 1. 
SEE TABLE-1 

It shows the comparative position of FDI and 
portfolio investment in India. In 1990-91 both these 
stood at $97million and $06 million respectively. While 
the FDI increased to $ 129 million, the portfolio investment 
decreased to $4 million during 1991-92. However, after 
1992-93, portfolio investment sawamajor increase and 
reached $3824 million in 1994-95 as compared to $ 1314 
million as FDI. In the year 1998-99 portfolio investment 
saw a sudden drop and turned negative. FDI also 
decreased in the year but remained positive. However, 
since 1999-2000, both portfolio investment and FDI 
have continuously been increasing. In 2001- 02 both 
these stood at $6130 million and $2021 million 
respectively. 

During 2007-08 both FDI and portfolio 
investment stood at $ 15891 million and $27434 million 
respectively. The year 2008-09 witnessed historic 
economic recession in the world and India too. As a 
result portfolio investment witnessed outflow and it 
was (-) $ 14032million in 2008-09. Thepace of growth of 
inflow of FDI and portfolio investment showed almost 
similar trends during 1999-00 to 2014-15. Higher trends 
were witnessed up to 2007- 08. The sharp decline in 
portfolio investment during 2008-09 was the result of 
the global meltdown. While portfolio investments in 
India are slowing, net FDI inflows, which are far more 
stable,havetouchedarecordhigh of$ 35612 million in 
2016-17. 


Table-1: Inflow of investment from foreign to 
India in US$ Million 


YEAR 

FDI 

I 

Portfolio 

nvestment 

Total 

Investment 

Inflows 

1990-91 

97 

6 

103 

1991-92 

129 

4 

133 

1992-93 

315 

244 

559 

1993-94 

586 

3567 

4153 

1994-95 

1314 

3824 

5138 

1995-96 

2144 

2748 

4892 

1996-97 

2821 

3312 

6133 

1997-98 

3557 

1828 

5385 

1998-99 

2462 

-61 

2401 

1999-00 

2155 

3026 

5181 

2000-01 

3270 

2590 

5680 

2001-02 

6130 

2021 

8151 

2002-03 

5035 

979 

6014 

2003-04 

4322 

11377 

15699 

20(W-05 

3712 

9291 

13003 

2005-06 

3769 

12492 

16261 

2006-07 

7693 

6947 

14640 

2007-08 

15891 

27434 

43325 

2008-09 

22343 

14032 

8311 

2009-10 

17965 

32396 

50361 

2010-11 

11305 

30292 

41597 

2011-12 

22006 

17171 

39177 

2012-13 

19819 

26891 

46710 

2013-14 

21564 

4822 

26385 

2014-15 

32628 

40934 

73562 

2015-16 

36021 

4016 

31891 

2016-17 

35612 

7612 

43224 

Source: RB11 

3ulletin 
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Total FBI inflow1, =yO (1 +r) t 

Log (Total EDI inflow) t = log y0 - t log (1 + r) 

Log (totalFBI inflow) t = p 1 — p2t 
Ai per time ieriei data on FBI inflow in India dming 
1990-91 to 2016-17(1 able 1) : the value in the mo del 
put as: ___ 


Yaiiable 

Coefikient 

StdL En or 

t-Statistic 

Prob. 

C 

6.343246 

0.346860 

13.28760 

0.0000 

T 

0.199828 

0.023332 

8.564399 

0.0000 

R-Equared 

0.761284 

M^n depeudent ygr 

3.941006 

Adjmted R-squared 

0.750905 

S.D. dependent vg. 

1.685575 

S.E. ofregreiiLcn 

0.841260 

äfeiitx info ehterien 

2.563787 

Surn iqu^dtä^ 

16.27753 

Sdiwarz eriterion 

2.666297 

L&g-likelüiccd 

-30.10984 

E£B0J^.-Qulhq gjEE. 

2.595832 

F-Et2tL3tic 

73.34892 

Durbm-Watson Etst 

0.963721 

EtäkCF-ätztiitic) 

0.000000 

Grc-wth rste 

58.42 


We can depict the trend of FDI by following 
the unceasing growth model “Semi-Log model, i.e., Log- 
Lin Model” in the following manner (Gujarati, 2008): 

Thus, from the analysis it is found 
that 58.42% is the rate of growth. This means that the 
r (growth rate) measures the constant proportional or 
relative change in total FDI inflow for a given absolute 
change in time. All results show that this model is fitted. 
4. Impact of Foreign Direct Investment on economy 

According to theresearch paper of (Grossman 
and Helpman, 1991) importance was emphasized on 
lõng term impact of FDI on the economy. Since 
technological advancement is an intrinsic portent in the 
lõng run, so it provides less impact in the short run. In 
contrast, as per (Balsubramanyam et ai., 1991) FDI is 
deliberated as a combination of Capital, know-how, and 
technology. So as per this theory we can say FDI will 
initiate positive significant economic growth by 
externalities vis-ä-vis improve the return to seale (De 
Mello, 1997). 

The more the value addition under FDI, more 
is the positive output. FDI open the technological door 
for new inventions and innovations. The merger of FDI 
with loeal technology will put a magnifieent impact on 
change management and praetiees in the developing 
countries. From earlier studies it is clear that FDI inflow 
to the developing country helps in economic growth 
and development (Blomstom et. ai. 1994). India’s 
inereasing openness to FDI has contributed significantly 
to its growth performance. This will inerease the FDI 


inflow in to various seetors of the economy with a 100 
percent ownership. It helps in stamp out monopoly of 
loeal player and opens the door for healthy competition. 

No doubt the performance of foreign players 
in Indian market is good, but this is not the only reason 
that they want to invest in Indian market. The obvious 
reason for this is the hefty Indian market. Though the 
foreign companies investing in India have performed 
better than the domestic companies, FDI to India has 
been attraeted mainly by the lure of the large market. In 

2008- 09 the FDI inflow and consequently the growth of 
the economy witnessed a downfall due to the global 
recession. 

However in 2009-10 economy of India grasp 
an upward trend. Global economic recession put down 
the Indian GDP growth to 6.8% a three years lowin 2008- 
2009 as it was 9.5% in 2004-2005. Global negative 
economic impact was massively affeeted the Indian 
manufaeturing seetor. However proper monetary and 
fiscal policy measures had taken by the Indian 
government, helped to revive the GDP growth at 8 % in 

2009- 10 and 8.9% in the first half of 2011 .(Economic 
Survey, 2010-11). 

In general terms, FDI inflows boost up the 
Indian GDP. Table-2 reveals that FDI inflow inereased 
from 1991 to2013-14despite someseriousfhictuations. 
GDP has inereased by about three times during the same 
period. In order to measure the relation in quantitative 
terms between GDP and FDI, statistical economic tool 
has been used in this paper. 
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Table-2: Trend of GDPand FDI 


Year 

Infl 

OTT 

GioTith 

Id 

Gdft. 

(Factor 

Giwt 

hln% 

1991-92 

326 

- 

1099072 

- 

1992-93 

171 

425 46 

1153025 

5.36 

1993-94 

130 

660.42 

1223316 

5.63 

1994-95 

161 

23.35 

1302076 

6.39 

1995-96 

163 

1.43 

13969^4 

7.29 

1996-97 

217 

33.05 

150S3"S 

7.97 

1997-93 

200 

-3.03 

15^3263 

4,30 

1993-99 

101 

-49.53 

1673410 

6.68 

1999-00 

224 

122.26 

2023130 

20.54 

2000-01 

107 

-52.19 

2177413 

7.63 

2001-02 

136 

73.30 

2355345 

3.19 

2002-03 

123 

-31.00 

2536327 

7.66 

2003-04 

100 

-21.31 

2341503 

1203 

2004-05 

146 

45.60 

3242209 

1410 

2005-06 

245 

67.77 

3693369 

13.92 

2006-07 

563 

129.33 

4294706 

16.23 

2007-03 

936 

74.93 

493^090 

1612 

2003-09 

142 

44.30 

5630063 

12.39 

2009-10 

123 

-13.30 

6477327 

15.06 

2010-11 

973 

-20.96 

7734115 

20.17 

2011-12 

165 

69.69 

3332012 

13.46 

2012-13 

121 

-26.13 

9933540 

13.09 

2013-14 

147 

21.01 

11345056 

13.53 

2014-15 

139 

23.19 

1053693- 

-7.12 

2015-16 

262 

33.72 

11331002 

3.01 

2016-17 

291 

11.20 

12139354 

7.11 


Source: RBI and Economic Survey 17-18 
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Variable 

Coeffscient 

Std. Erroi' 

t-S tatis dc 

Prob. 

C 

10.72333 

0.623572 

17.20552 

. ■- -■ . 

IQ.ÖfFDIMovv) 

0.4I33L3 

0.061213 

6752039 

o.oooc 

R-iqu=ied 

0.6 3463" 

Mean d ep end ent XSSL 

14.39562 

Adjusted R-squsred 

0 669620 

S.D. dependent ys; 

0.747163 

S.E. of regresston 

0.429462 

A kiike info a it eri cn 

1.230376 

Surn squaredjsjud. 

3.373195 

Sdiwarz criterkm 

1329114 

Log-liLelüiood 

42.14932 

äamsa-Quiim ä 

1.255203 

F-ststistic 

45.59003 

Duibm-Watson stit 

0.432322 

Prcb^tiliwiF- 

staöstk:) 

0.000001 




The log-linear OLS model shows that GDP will certainly grow with the growth in FDI inflow. Since the 
value of R2 and R 2 are almost the same, the model is fitted. 

Null Hypothesis: D (Log (GDP)) has a unit root 
Exogenous: Constant 

Lag Length: 0 (Automatic - based on SIC, Maxlag=4) 

Las Lensth: 0 (Automatic - based on SIC. Maxlas=4) 
log GDP-j3i+ logi FDi hijlowt 
Null LRT (Unit Root Test) of Gross Domesric Product 




t-Statistic 

Prob.* 

Augmented Dickey-Fuller test statistic 

-2.75501S 

0.0519 


Test ciitical values: 

1% lev ei 

-3.7 SS 030 




5% lev ei 

-3.012363 




10% lev ei 

-2.646119 




a c Kinnon (1996) one -side d p -v alue s. 


Null URT (Unit Root Test) forForeign Direct Im estment 
Null Hypothe sis: D (Log (EDI)) ha sa unit root 
Exogenous: Constant _ 





t-Statistic 

Prob.* 

Augmented Dickey-Fuller test statistic 

4.051059 

0.0053 


Test ciitical values: 

1 % lev ei 

-3.755030 




5 % lev ei 

-3.012363 




10% lev ei 

-2.646119 




*Ma c Kinnon (199 ö) one -side d p-v alue s. 


Unit Root Test Results 


ADF Test 

F-value 

Decision 

Los(GDP) 

2755051 

0.0519 

Significant 

Log(FDI) 

4.051059 

0.0053 

Significant 
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Results of Stationary analysis 

From the study it is found that GDPand FDI data are not stationary. But the desired level of stationary was attained 
subsequently by fist level variance. It shows the ADF values of2.755081 and 4.081059 significantly in absolute 
respective value. In both the cases there is no unit root available. So Null Hypothesis will be rejected. Hence, 
above all the results confirm theoretical expectations. 


Granger Causality Test 
Fair-v.ise Granger Causality Tests Lags: 2 


Null Hypothesis: 

OM. 

F-S-tatistics 

Prob. 

Log(GDP) does not Granger Cause Log(FDI) 

21 

4.17677 

0.034" 

Log(FDI) doesnot Granger Cause Log(GDP) 


1.22637 

0.3195 


Causality Test Results 


Causality Direction 

F 

Decision 

Lo g(FD I)—* Log(GD P 

4.17677 

Reject 

Lo g(GD P)— Lo g(ED I 

12263” 

Accept 


In the analysis significant level of F statistic is at 5%. 
This represents a bidirectional relation between FDI 
and GDPand alsoconfirms causality. Thecritical values 
are 4.17677 and 1.22637 in that order. The granger 
causality test under the null hypothesis HO: Log (GDP) 
doesnot CauseLog (FDI), is statistically significant. It 
means there is causality exists between Log (FDI) and 
Log (GDP). More FDI inflow into the Indian economy 
leads to increase in GDP. 

5. Findings 

Increase in FDI inflow has been one of the major 
achievements in the post-reforms period. However, its 
benefits have not been evenly spread across the entire 
economy and there are large interstate and intra State 
variations. The pattern of FDI inflow as projected by the 
semi log-linear model shows a steady increase in FDI 
inflow in the coming years. This inflow if used judiciously 
and supported by infrastructural development could 
pave the way for fast economic growth in the country. 


6. Conclusion 

If India has to achieve its desired goals and after that, 
the ambitious plans of “Make in India,” “Digital India” 
and the dream of India becoming a global economic 
giant in the world, then our economy has to be strong 
and vibrant, and the results of development have to be 
equitably distributed. This implies that we have to work 
towards inclusivegrowth and sustainable development. 
The results of first and second generation economic 
transformations need compulsory and strong support 
from the both center and State government. It will attract 
FDI inflows, besides infrastructure development and 
sincere effort for a corruption free and efficient economy. 
Thus, it can be concluded that although attracting FDI 
can be an important factor for development, however, 
it is not an end in itself. The right strategy would be to 
create a favorable environment throughout the country 
for equitable FDI inflow and simultaneously develop 
sound domestic macroeconomic and structural policies. 
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